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Although the President’s proposals do not include integration
of corporate and individual income taxes, this issue is being con

sidered in conjunction with these proposals.

The Institute supports

in principle the integration proposal of Chairman Ullman.

Our analysis

of this subject is contained in the AICPA's Statement of Tax Policy

Number 3, Elimination of the Double Tax on Dividends.
The AICPA does not wish to suggest the proportion in which tax

reduction dollars should be allocated between business and personal
components.

Furthermore, while the Institute supports a substantial

reduction in personal income taxes because of the effects

of

infla

tion and increase in social security taxes, it does not have a

position on the allocation of the reduction among income groups.
These difficult decisions are appropriately made by Congress, as the
people’s representatives.

Nevertheless, in making such decisions, the

AICPA is sure that Congress will wish to consider the manner in which
the burden of income taxes is presently borne.

It was pointed out recently, for example, that taxpayers with
"expanded income" of $50,000 or more (using 1976 levels of income -

see attached schedule #1) received 31.2 percent of the benefits of
all "tax expenditures".

It should also be noted, however, that this

group, which made up 1.4 percent of taxpayers, received 10.7 percent
of the total expanded income and was liable for 23 percent of the

total individual income taxes.

Thus, this small group of taxpayers

owed more than twice their share of taxes as compared with their share

of income.

A more detailed comparison of the share of tax liabilities

and tax expenditures at some levels of expanded income is even more
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enlightening.

Taxpayers in the $30,000 - $50,000 expanded income

range owed 16.2 percent of the total taxes and received 16.7 percent
of the tax expenditures.

In the $50,000 - $100,000 range, the shares

are 12.2 percent and 13.6 percent respectively and from $100,000 -

$200,000 the equivalent shares are 6.0 percent and 7.8 percent.

Only

at the very highest brackets of taxpayers with expanded income of

$200,000 or more do you get as high a disparity as 4.8 percent of
tax and 9.8 percent of tax expenditures.

The AICPA would surmise that

these figure will, if anything, skew further against higher income

taxpayers in 1977.
The thrust of these statistics is to suggest that our often
maligned income tax system, though far from perfect, works better than

commonly perceived.

The Institute thinks it presently provides the

"rough justice” among taxpayers that the administration is apparently

seeking.

The Institute thinks that the fairness and the effects of

continually allocating a greater percentage of the burden to relatively

higher income groups

(who, incidentally, are often working men and

women) should be seriously questioned.

As intimate observers of the effects of our tax system on
taxpayers in general and on the business community in particular,

the AICPA is seriously concerned about what seems to be an accelera
ting pace of tax law changes.

A list of all the major and miscel

laneous additions to and amendments of the Internal Revenue Code
enacted since June 30, 1969

(less than nine years) is attached to

this statement (schedule #2).

That list runs almost seven pages.

Most of the amending acts are minor, but a growing number are quite
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significant - and even the minor changes can be important to a
significant group of taxpayers.

a serious phenomenon.

As a result, CPA’s are observing

Even our most sophisticated clients are be

ginning to despair understanding the system and how it affects them

or their businesses.

The constant changes, actual, proposed or

suggested, make it very difficult to plan ahead and may very well be

impeding business expansion and development.

Cliche or not, it is

true that business has difficulty with uncertainty.

Constant changes

in tax rules have become an important element of uncertainty.

The

Institute urges that the interim between major tax legislation be
extended so that taxpayers can plan their affairs under a stable set

of rules.

The interim could then be used to study, discuss and refine

proposed changes.

Then, at the appropriate time, major revisions

could be made with greater consensus and fewer imperfections.

The

AICPA would suggest that such a procedure would be, in and of itself,
a major contribution to the professed goal of tax simplification.

The Institute has issued position statements on several areas

which are relevant to the proposals under consideration.

They are:

1.

Statement of Tax Policy Number 1, Taxation of Capital
Gains, 19 74,

2.

Statement of Tax Policy Number 3, Elimination of the
Double Tax on Dividends, 1976 , and

3.

Proposal for Complete Revision of Subchapter S Corporation Provisions, 1978.

1

TAX TREATMENT OF INDIVIDUALS

2

Itemized Deductions

3

MEDICAL AND CASUALTY DEDUCTIONS

The AICPA opposes the President’s proposal to combine the

medical expense and casualty loss deductions and to allow deductions
for those items only to the extent that, when combined, they exceed
10 percent of adjusted gross income.

The Institute would favor a

simplification of the medical expense deduction which would combine
all medical expenses’ and allow a deduction only to the extent that

these expenses exceed 3 percent of adjusted gross income.
The Institute opposes the combining of medical expense and

casualty loss deductions because there is no good reason for
making this change.

These two deductions provide relief from two

different types of hardships, and separate deductions should be

retained.
The casualty loss deduction allows a taxpayer to deduct

losses from nonbusiness- property caused by fire, storm, shipwreck,
theft or other casualty in excess of $100 per casualty.

The higher

threshold which the President proposes is inappropriate.

Casualty

losses are by definition out of the ordinary.

Most taxpayers pro

tect themselves against loss by purchasing insurance.

The premiums

paid are an attempt to spread the cost of the risk of loss over
a long period of time.

To the extent the taxpayer’s loss exceeds

the insurance coverage (and hence the amount considered normal in
the taxpayer’s budget), the loss represents an extraordinary amount.
The current $100 threshold for each casualty loss provides a
sufficient limitation on the deduction.
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The medical expense deduction was designed to provide tax
relief only for extraordinary medical expenses.

There is no reason

to cease treating medical expenses in excess of 3 percent of adjusted

gross income as extraordinary expenses.

While the cost of medical

care and treatment has risen over the years, adjusted gross income

has also risen steadily, primarily as a result of inflation.

Three

percent of adjusted gross income continues to be a high threshold.
It effectively denies a deduction for normal medical expenses while
allowing relief in cases of extraordinary medical expenses.

The allowance of medical expenses only for expenditures "cus
tomarily made primarily for medical expenses" as the President pro
poses will add confusion rather than simplicity to this area.

The

definitions of "customarily” and "primarily” are vague.
To further simplification, the AICPA would favor allowing a

medical expense deduction only to the extent that all medical
expenses

(including medicine and drugs and insurance premiums for

medical care) exceed 3 percent of adjusted gross income.

This would

remove some of the complexities which presently result in taxpayer

errors in computing the deduction.
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DEDUCTIONS FOR STATE AND LOCAL TAXES

The Institute believes that the treatment of state and local

sales, gasoline, and personal property taxes should be left un
changed .
The deductibility of these state and local taxes was contem

plated by both the legislatures that imposed the taxes and the citi

zens who accepted them.

Although it may be said that the level of

these taxes does not depend on their deductibility, it is impossible

to determine the effect of deductibility on the decision to impose
these taxes.

If there is no Federal income tax deduction for

state and local sales, gasoline, and personal property taxes, states

may have to increase income taxes and decrease these other taxes
in order to allow their citizens to have the benefit of a Federal
income tax deduction for state taxes paid.

This seems to be an

unwarranted intrusion into state taxation matters, and there is no
rationale for distinguishing between various state methods of

taxation for purposes of the Federal income tax.
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DEDUCTIONS FOR POLITICAL CONTRIBUTIONS

The AICPA supports the President’s proposal to repeal the

itemized deduction for political contributions.

Present law permits

political contributions to be treated as an itemized deduction or

as a credit against the tax liability.
the first $100

The deduction is allowed for

($200 on a joint return) of contributions.

In lieu

of the deduction, an individual can claim a credit equal to one-half

of the first $50

($100 on a joint return) of contributions.

The

AICPA agrees that the present option unnecessarily complicates the
return and the instructions.

7

Capital Gains—Repeal of Alternative Tax
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CAPITAL GAINS — REPEAL OF ALTERNATIVE TAX

The AICPA opposes any further increase in the Federal income tax
burden on long term capital gains.

Our detailed views are set forth

in the AICPA’s Statement of Tax Policy Number 1, Taxation of Capital
Gains, copies of which we would be pleased to make available.

Retention of the alternative tax on the first $50,000 of annual
long term capital gains serves a particularly useful purpose.

It

must be remembered that the alternative computation provides a "ceiling”
on the tax.

The actual liability may, of course, be lower — it

can’t be higher.

In our judgment, this tax relief provides a meaning

ful incentive for taxpayers with some investable funds to make
the decision to invest.

There is, we believe, general recognition

of the importance of increasing the pool of investors in this country.
The tax incentives for that purpose should, if anything, be increased

rather than diminished.

9

Tax Shelters
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REAL ESTATE DEPRECIATION
The AICPA opposes the proposed changes to real estate depre

ciation because the
• scheduled depreciable lives are too rigid,

• alternative facts and circumstances test is unworkable,
and

• proposed restrictions in depreciation methods would
thwart capital formation goals.

For these reasons, we conclude the package of real estate depre
ciation proposals should not be enacted.

Certain aspects of the President’s tax proposals relating to
the use of guideline lives for real estate depreciation are pro

gressive as they would provide administrative benefits in the elimi

nation of disagreements over useful lives and salvage values.

But,

unfortunately, the proposed asset classifications and guideline

lives are too restrictive as they give no effect to geographic,
climatic, or construction-material differences.

The economic life

variances resulting from these differences should be given recog
nition.

Although, at first blush, the Administration’s alternative to
the guideline life system seems to offer some modicum of flexi

bility to the proposed depreciation changes, it is entirely unwork
able.

The President’s proposals to prohibit use of depreciation are

in many respects contrary to the objective of counteracting the
sluggishness in business investment.
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Guideline lives too restrictive

The depreciation periods currently proposed by Treasury are
much too restrictive in their present format, and aside from the
administrative benefit of eliminating disagreements between tax

payers and the Internal Revenue Service over useful lives and sal
vage values, offer little incentive to taxpayers.

In Revenue Procedure 62-21, the Kennedy Administration recog
nized the need for a range of depreciable, economic lives.

Accor

dingly, through the mechanics of the reserve ratio test some
variance from the asset guideline period was permitted.

It should

be noted that this revenue procedure also encompassed real estate

structures.

Since 1962, several revenue procedures have been issued

(most notably Rev. Procs. 72-10 and 77-10) which have permitted
a variation range of 40 percent (20 percent both below and above)

from the asset guideline period.

Within this range, the Internal

Revenue Service will not alter the depreciable lives being used

by taxpayers.

While these revenue procedures pertain primarily to

various types of machinery, equipment, furniture, and fixtures,
they are indicative of the need for a range in depreciable lives to
account for economic and technological variances.

The need for such a range for depreciable real estate is im
perative to account for the variances, which may be significant,
in economic useful lives due to geographic, climatic, and construc

tion-material differences.
Facts and circumstances test alternative unworkable

The President’s proposals permit the use of an alternative facts

and circumstances test for depreciation.

However, as a practical
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matter this provides no real alternative to the use of the guide
line lives since the decision to elect the facts and circumstances

test is irrevocable.

The penalty for failure to sustain the se

lected depreciation is too great, and such failure would largely

be due to uncontrollable outside factors.

Under this alternative, it is theoretically possible to sus
tain no depreciation in a given year.

Inflationary conditions would

cause this result, although such inflation may be totally unanti

cipated at the time the facts and circumstances method was elected.
By law, depreciation is an allocation of the cost of property over

its useful life; it is certainly not an evaluation technique re
flecting volatile market conditions on an annual basis.

Rather

than decrease taxpayer-government conflicts as to factual issues,
this alternative may well exacerbate them, and a battle between

appraisers is sure to follow, resulting in considerable expense to
taxpayers and the government.

Capital formation goals thwarted
Although the proposed guidelines classes and depreciation

periods set forth by Treasury in its analysis of the President’s
1978 Tax Program provide shorter depreciable lives than those

advocated by Treasury in 1962, such classes and lives remain too
restrictive.

Treasury's definition of a complete building includes

certain machinery and equipment, movable interior partitions, and
floor coverings.

Certainly wall-to-wall carpeting will not last

35 years, the life proposed for theater buildings; nor will such

floor coverings last 20 years, the life proposed for replacement
components of buildings.
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The attempt to classify such types of short-lived assets as
a component of a building is clearly opposed to the concept of capi

tal formation.

retained.

Accordingly, component depreciation should be

Treasury’s main argument against component depreciation

is that the large number of components makes it difficult for an
agent to examine the accounts in his limited time available.

How

ever, this problem is really no different from the general problem

of substantiation of any depreciable asset or category of expense.

Equally important to capital formation is the use of accele
rated depreciation.

The tax deferral generated through the use of

accelerated depreciation has long been an important method in finan

cing plant, store, and building expansion by business entities.
The future growth of office buildings, apartments, shopping centers,

and to a somewhat lesser degree even residential homes, will be
impeded since the tax incentives have been one of the major moti
vational factors in real estate developments.
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MINIMUM TAX FOR INDIVIDUALS

The AICPA favors the elimination of the application of the
minimum tax to the capital gain recognized upon the sale of an

individual’s principal residence.
The AICPA is opposed to the elimination of the 50 percent

of the regular taxes paid reduction in determining tax preference
items subject to the minimum tax.

Such elimination broadens the

scope of the minimum tax beyond what is necessary to accomplish
the intended purpose.

The current proposal to completely eliminate

the reduction for a portion of regular tax converts the "minimum"

tax system into an "additional" tax system on preference items.
This is particularly notable in the area of tax preferences re

presenting timing differences in that the tax imposed in the

year of preference is not offset by a reduction in tax liability

in the later year when the timing difference reverses.

The Insti

tute further believes that the broadening of the minimum tax

would be counterproductive to the President’s goal of capital for
mation by discouraging investments in certain activities.
Purpose of the preference tax
The minimum tax provisions were enacted in the Tax Reform Act

of 1969 to ensure that high-income persons paid their fair share
of taxes.

As these provisions were not fulfilling their intended

purpose, the Tax Reform Act of 1976 substantially revised the pre

ference tax by (1) repealing the carryover of regular taxes paid
as a reduction of preference items,

(2) increasing the minimum
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tax rate to 15 percent from 10 percent,

(3) replacing the $30,000

exemption and reduction for regular taxes with an exemption equal

to the greater of $10,000 or one-half of the regular tax liability,

and (4) expanding the list of preference items subject to the

tax.
The changes, effective for taxable years beginning after Decem
ber 31, 1975, effectively ensure that most individuals pay at least

a minimum tax on income each year.

The complete elimination of the deduction for regular taxes

paid would effectively repeal the concept of a "minimum tax” on
preference items and replace it with the concept of an ’’additional
tax” of 15 percent on all items of tax preference.

If this is the

intent of the Administration’s proposals, then Congress should con

sider confronting the particular preference item situations squarely

and directly change the tax consequences rather than attempt to
achieve the same result through the use of a device which no longer

serves the objective for which it was originally designed.
Reversing preference differentials

The elimination of the 50 percent regular taxes paid deduction
would, to a much greater extent than under current law, effectively
impose the minimum tax twice on the same so-called tax shelter

investment.

For instance, accelerated depreciation on leased

personal property is a preference item subject to minimum tax each
year in which accelerated depreciation exceeds straight line de

preciation.

Such accelerated depreciation also reduces an indi

vidual’s basis in such property for purposes of determining gain
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on the subsequent disposition of the leased property.

A portion o

the subsequent gain will be ordinary income under the depreciation
recapture rules; however, some of the gain may qualify as a capi

tal gain and the minimum tax provisions would again apply.

With

no offset for 50 percent of the regular taxes paid, an individual

would twice pay minimum tax on the same piece of property.

This

same, or similar, rationale applies equally to (1) accelerated

depreciation on real estate,
qualified stock options,

(2) stock acquired by exercise of

(3) percentage depletion,

(4) amortiza

tion of child care facilities, and (5) intangible drilling costs.

Clearly, such elimination of the 50 percent of regular taxes

paid deduction would produce an entirely inequitable result not
intended by Congress.

17

AT RISK

The AICPA approves of extending the "At Risk" rules to all
activities other than real estate.

Obtaining tax benefits in excess

of the amount of potential economic loss is one of the major "shel

ters" in current tax law.

It has led to investment of funds and

allocation of resources in a manner which might not have been justi
fied on economic or social grounds alone.

The proposal will correct

this and make the rules symmetrical.
The AICPA does not agree, however, with extending these rules

to closely-held corporations (corporations that have five or fewer
shareholders owning more than 50 percent of their stock).

While

non-recourse financing has been a problem at the individual level,

there is no real evidence that corporations, other than Subchapter
S corporations and personal holding companies, have used the Crane

case rule other than in the ordinary course of their businesses.
There is also no reason to distinguish between closely-held corpora

tions and widely-held ones.

Until such evidence is found, remedial

legislation should continue to exclude corporations other than Sub

chapter S or personal holding companies.
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CLASSIFICATION OF LIMITED PARTNERSHIPS

The AICPA does not agree with the proposed classification of
limited partnerships with more than fifteen partners as corpora

tions.
The proposal will penalize the small investor who must pool

investment resources with others.

The wealthy individual may still

become the sole limited partner and escape the effects of the pro

posed legislation.

Thus, in the name of reform, an inequity will

be inserted into the law where one does not presently exist.

The proposal is also premature.

The expansion of the "At

Risk" rules should, to a great extent, eliminate whatever unrea
sonable tax shelter benefit exists in Limited partnerships.

Ade

quate time should be allowed to permit the present and proposed rules

to operate before seeking additional remedies that may prove to
be unnecessary.

Classification of an entity for Federal income tax purposes
based on a specific number is unfair to limited partnerships, like

those in the securities industry, that need additional capital

supplied by limited partners or that wish to accomodate general
partners who want to take a less active role.

An analysis of all

the attributes that are determinative of partnership or association

status is a much fairer approach.

Moreover, the regulations could

be changed, with different weight given to the characteristics

that have been used to classify entities.

Holders of small business stock may presently obtain ordinary
loss benefits from such stock under Section 1244 of the Internal
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Revenue Code.

Limited partners under the proposed change would

lose their partnership benefits without, qualifying for related bene
fits from corporate status.

The change would no doubt create severe conflict and confusion
with state law governing partnerships.

An entity created as a

partnership but taxed as a corporation would, presumably, under
state law continue to be treated as a partnership so that the general
partners have unlimited liability.
nation against such an entity.

This would be unfair discrimi
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AUDIT OF PARTNERSHIPS
The AICPA agrees, in principle, with the President’s proposal

to treat a partnership as an entity for purposes of audit of part
nership related issues.
In its application, however, provisions should be made to
recognize an authorization in the partnership agreement that per

mits a partner to act on behalf of others.

For example, a partner

ship agreement could authorize a representative of a number of
limited partners to contest an IRS determination if the general

partners decline to do so.

Partnership agreements could then be

negotiated in the light of this provision, and the partners would

know their rights and remedies.

Care must also be taken that the

tax rules granting certain powers to limited partners are not in

consistent with state law restrictions on the activities of limited
partners.

The Treasury Department’s analysis of this provision also
states that:

"Late filing and failure to file partnership returns

will be subject to penalties."

In this regard we urge that such

penalties be consistent with the penalties that are currently

assessed for failure to file information documents such as Forms

1096 and 1099.
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TAX SHELTER ANNUITIES

The AICPA agrees with the proposed change that would tax
currently the earnings of deferred annuities except those purchased
under qualified retirement plans.

22

Employee Benefits
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QUALIFIED RETIREMENT PLANS AND SOCIAL SECURITY

The President’s proposals drastically alter or modify the
existing provisions of the law with regard to the tax-exempt quali
fication of integrated retirement plans.

The AICPA believes that

these changes are ill-timed.
When Congress enacted the Employee Retirement Income Security

Act of 1974

(ERISA), it directed that a Congressional committee

study the problems associated with integration and make a recommen
dation back to the Congress.

If it is felt that problems exist

within this area, the AICPA certainly believes that any corrective
action should be delayed until such time as the Congressional com

mittee has had an opportunity to conclude its studies.
Also, at this time the frenzy of activities associated with the
introduction of ERISA are finally settling down to a relatively

understandable level.

If we were to adopt the Administration’s

proposals, almost all integrated plans would have to be amended to

meet these new requirements.

having

integrated

It is conceivable that if employers

plans were told that they must amend their plans

again, many would simply request a termination of their plans rather
than go through the agony and expense of a new series of amendments.

As to the merits of the Administration’s proposals, the AICPA
does not express an opinion at this time because of the lack of data.
However, it should be noted that the inherent fairness of the current

integration plans has been recognized by the Congress for a long time.
It is recognized that it is a worthwhile objective to have employees
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receive equal benefits

(expressed as a percentage of working salary,

not dollars) in retirement.

All parties recognize that Social Security

benefits do not provide equality in this fashion, but instead have

always produced inequality.

This comes about by virtue of the fact

that a lower paid employee who is paying a maximum amount of social
security taxes based upon the maximum wage base would receive the

same benefit from the Social Security Administration as a higher paid

employee.

In recognition of this fact, the government has historically

allowed employers to provide a retirement benefit calculated by re
ference to the wages in excess of the social security wage base.

Thus, under present law retirement benefits

(Social Security and

employer provided benefits combined) provide roughly the same equiva
lent percentage retirement benefit that the lower paid employee
receives.
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EMPLOYEE DEATH BENEFITS

The AICPA supports the President’s proposal as a simplification
measure.

26

Entertainment and Travel

27

ENTERTAINMENT EXPENSES

The AICPA disagrees with this proposal.

The Institute be

lieves that its results would not be equitable and that adminis

tration of the proposal would be less effective and more expensive

than administration of the current law in this area.
Equity — When Congress enacted the Section 274 provisions

with respect to business gifts, it could have similarly restricted

the deductions for business meals and entertainment.

The Institute

believes Congress wisely chose not to follow that path.

If a

business meal, or other entertainment, is viewed as providing a
benefit to the recipient, it should be considered a perquisite and

dealt with by Congress as part of an overall fringe benefit program.
In other words, it should be considered with other similar bene

fits such as flights received by airline employees, scholarships
received through tuition remission programs, company cars, and the
like.

The tax penalty should not be selectively imposed upon the

one bearing the cost of this particular type of business expense,

which is already subjected to unusually exacting standards.

It should also be noted that the Administration’s proposals
discriminate against taxpaying entities in contrast to tax-exempt

organizations.

Thus, there would be no adverse consequence if the

latter pays for a perfectly proper business meal, even though the

cost is covered by tax deductible dues or contributions or even, if
the payor is a government agency, by tax collections.

On the

other hand, viewing the problem as requiring a determination as to
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how the recipient of a possible benefit should be taxed eliminates
these distinctions.

Many of the "horror" stories presented in the Treasury’s
detailed descriptions of the proposal could be effectively dealt with
under current law.

The difficulty of enforcement by the IRS does

not justify disallowance of what are otherwise clearly ordinary and

necessary business expenses and already subject to the very signi

ficant substantive and substantiation requirements of Section 274.
For example, Reg. Section 1.274-1 states, inter alia:

"An expen

diture for entertainment, to the extent it is lavish or extravagant,
shall not be allowable as a deduction'1.

The AICPA urges that regu

lations be enforced so that the abusers and not the overwhelming
majority of the business community are penalized.

It may be that the proposals will simply convert one set of

compliance problems into another.

A new problem area, for example,

would be to determine whether a meal is a fully deductible travel

meal or an entertainment meal subject to the Administration’s
proposal.

The character of the meal will depend upon the travel

status of the person eating the meal, not the person paying for it.

If, for example, your home is Washington and you provide a business
meal in Washington to a colleague from New York, regardless of who
pays, the Washingtonian’s meal is 50 percent deductible while the
New Yorker’s is fully deductible, resulting in a net deduction of

75 percent.

The possible complications, if the group is expanded

to include additional Washingtonians and New Yorkers, is somewhat

mind-boggling.
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Conclusion — The abuse examples which are recited in support
of the President’s proposal could be controlled under present Sec
tions 162 and 274 of the Internal Revenue Code.

The former does

not permit a deduction for non-business related items, and the latter
eliminates the deduction for lavish and extravagant ’’entertainment".
The AICPA believes that there is no need to further limit deduc

tibility of entertainment expenditures which a businessman chooses

to make.

The tax burden should, if deemed appropriate in connection

with an overall consideration of fringe benefits, be borne by the

recipients.
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FIRST CLASS AIR FARE

The AICPA disagrees with this proposal.

Business decisions

to use first class airfare are based on more than the opportunity
for perhaps better food and some free drinks.

The argument that

’’both ends of the plane arrive at the same time" is frivolous and

has nothing to do with the principal reason for selecting first
class fare as opposed to coach.

The point is that in first class

the increased comfort of the better physical surroundings makes

it feasible for the business traveler to work while enroute.

The treatment of first class fares under the foreign con
vention rules is not justification for the proposed treatment of

first class fare in general.

The foreign convention rules were

adopted to control what was perceived as an abuse of the law.

We

submit that a deduction for first class business travel does not

represent an abuse of the tax law.

Actually, it is our experience

that many businesses today have placed their own restrictions on
first class fares as a measure of expense control.

It is not

uncommon for a company's policy to permit first class fares only

for longer trips.

The goal here clearly is to permit the traveler

to arrive at his destination less tired and, if possible, with a

substantial amount of work done.

This goal is accomplished better

under first class traveling conditions than coach.

The Institute believes that this proposal, in fact,
discriminates in favor of the highly compensated employee and
larger business enterprises.

In the first place, although the

premium charged for a first class seat would not be deductible,
the cost of privately owned airplanes — often much more luxurious
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than first class commercial accomodations — and the cost of charter
planes would remain fully deductible.

Moreover, there would be no

effect on tax-exempt entities providing private or first class
transportation to their employees.

Second, commercial airlines

could circumvent the tax laws by providing first class accomodations
at coach rates while charging the mandatory premium for the meals
and beverages — expenditures which would be deductible for the

traveling businessman.

Perhaps of greater concern is the philosophical question
this proposal raises.

The employer who makes the business decision

to pay the premium is being penalized for incurring what must, to

be deductible, be an ordinary and necessary business expense.

If

the comfort of first class for the business traveler is a ”fringe

benefit", it should be considered together with all other such
benefits.

It is interesting to note, for example, that airline

employees receiving reduced fare travel, travel first class if
space is available.

In addition, there is no other provision in the tax law of

which the Institute is aware which makes a tax distinction based
upon the level of expenditure decided upon by the businessman.

For example, if a business provides its president with more

expensive stationery than used for routine correspondence, should

the excess cost be disallowed?

If a corporation pays higher rent

for the offices of its executives than for others, should the

excess be disallowed?
of the building,

and

If the executive office is on the top floor
a premium rent is paid, while the regular

business offices are on a lower floor, should the added cost be
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non-deductible?

How about a compartment on a train as opposed to

an upper berth?

For those who do a considerable amount of business

travel, first class air travel is sometimes more of a necessity

than a luxury.

Many work while traveling and are not able to work

as effectively in the more crowded seats of the economy class
section.

The difference between first class and economy rates for

these individuals is a similar expense to renting a temporary office.

We suggest that for any business expense, the statutory test
of "ordinary and necessary," with the additional limitation for

entertainment that it is not lavish or extravagant, is sufficient
protection for the integrity of the tax system.

Clearly, first

class air travel for business reasons would meet this test.

A

business decision to incur the increased cost of first class air
fare is all that should be needed for it to be deductible.
is no need to single out such expense as inappropriate.

There
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FOREIGN CONVENTIONS
Generally, the AICPA favors the President’s proposals in this

area in that they would lessen the overburdensome rules and two
conventions per year restrictions of The Tax Reform Act of 1976.

However, the Institute expresses the following reservation:

Permitting overseas conventions to be deductible only if held
at a ’’reasonable” site does not seem to be a useful restric
tion.
There is no need for such a restriction if the business
meeting, seminar, or convention is a legitimate business under
taking, and the use of a "reasonableness” test may result in
many unnecessary administrative problems and uncertainty as
to whether the test has been met.
The AICPA is opposed to the President's proposal to make subsistence

expenses nondeductible to the extent that they exceed 125% of the

Federal per diem for a convention site.

This imposes an arbitrary

dollar limitation on legitimate business expenses which are already

sufficiently limited by other provisions in the Code.

The limitation

provides, in effect, an irrebuttable presumption that a higher cost
is not an ordinary and necessary business expense.

that presumption could be incorrect and unfair.

In many cases,
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TAX EXEMPT FINANCING
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State and Local Taxable Bond Option
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STATE AND LOCAL TAXABLE BOND OPTION
The Institute is opposed to the President’s proposal which

would allow state and local governments to choose between the issu
ance of conventional tax-exempt bonds and taxable bonds.

Such an

option would add complexity and potential inequities to the tax

system and to financial markets.

Also, increased Federal government

involvement in state and local revenue raising programs is undesire-

able.
If Congress believes that it has the power to tax the interest

on state and local bonds, and that it is desireable to do so, it
This would be simpler and fairer than establish

should tax them all.

ing a taxable bond option.

Increased Complexities

The taxable bond option would add complexity to the tax system
and to financial markets.

An example of such increased complexities

is demonstrated by the state taxation of such bonds.

Presumably,

states which now treat municipal bond interest as exempt will con

tinue to do so.

Thus, the President’s proposal would add a category

of bonds which are subject to U.S. tax and probably exempt from some,
but not all,

state

taxes to the present categories of U.S. bond inter

est which are taxable federally and exempt from all state taxes, and

state and municipal interest which is federally exempt and exempt
from some, but not all, state taxes.

There is also some question as

to how the various state and local governments might tax the bond
interest attributable to the Treasury subsidy.
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The market is the best place to determine the proper interest

reduction for the tax-exempt feature of a bond.

The arbitrary

35% or 40% subsidy might not accurately reflect the differential

between the two types of bonds.

The figure will no doubt require

manipulation in the future, but Congress may be unable to react

quickly enough to market changes to maintain a proper differential.

The present system of tax exempt state and local bonds is
governed by conditions in the financial market and requires no

real government administrative involvement.

The costs to Federal

and state governments of administering a taxable bond option
necessarily will increase, and may outweigh any potential benefit.
Currently, state and local governments are not required to

issue Form 1099 regarding the payment of interest, and the addi

tional record keeping requirements and administrative burdens placed

upon these municipal governments would be significant if taxable
municipal bonds were issued.
Potential Inequities

Issuing authorities will have to make some difficult computa

tions and projections, and perhaps place themselves at risk in deter
mining whether to issue taxable or exempt municipal bonds.

It should be noted that the President's proposal could result in
a windfall to present holders of tax-exempt bonds since the market

place might anticipate a reduction in the amount of future tax exempt
financing.
Federal Involvement in State and Local Affairs
There is some concern that the Federal subsidy of taxable bonds

could result in undesireable Federal involvement in state and local
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affairs through the requirement of audits, access to books and records,

or compliance with ’’guidelines" or regulations as a condition to re

ceiving the subsidy.

The propensity for such involvement would be

particularly strong in times of financial difficulties for a particu

lar municipal government or for state and local governments generally.
The Federal involvement in the finances of New York City as a condi
tion for federal assistance with its financial problems emphasizes
the reality of this concern.
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TAX TREATMENT OF BUSINESS

40

Investment Credit

41

INVESTMENT CREDIT

The AICPA supports the proposal which establishes the invest
ment credit permanently at 10 percent.

We believe the repeated

changes to the rate of investment credit over the years have created

investment uncertainties and have obscured the objectives of Congress
in adopting this form of incentive to business expansion.

The AICPA offers no opinion on the increase of the credit limit
to the specific percentage of 90 percent of the tax liability (in
cluding the first $25,000).

However, the AICPA recommends that the

credit continue to offset 100 percent of the first $25,000 of tax

liability.

The elimination of this 100 percent offset could increase

the tax payable for those small businesses which invest in qualified

assets and would pay a tax of $25,000 or less but for the investment
tax credit.

This increase is inconsistent with the Administration’s

stated aim of helping small business meet the competition of large

firms.
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Small Business
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LIBERALIZATION OF SUBCHAPTER S
The AICPA generally agrees with the tax proposals that would
liberalize the Subchapter S rules.

However, the AICPA has submitted

under separate cover a comprehensive Proposal for Complete Revision
of Subchapter S Provisions, dated February 1978.

This AICPA proposal

goes far beyond President Carter’s recommendations, and expresses
the AICPA’s definitive views on needed Subchapter S reform.

Certain

of the AICPA proposals - those related to areas covered by President

Carter’s tax program - are included in the discussion that follows.

Ownership requirements
The AICPA agrees in principle with the expansion of ownership
requirements to embrace more shareholders, i.e., the increase in

allowable shareholders from 10 to 15, the addition of simple trusts

as allowable shareholders, and the treatment in all cases of a hus

band and wife as a single shareholder.
However, the expansion of eligible shareholders should not stop
here.

The AICPA advocates the complete elimination of any numeric

limitation on the number of shareholders of an electing small
business corporation, as long as all shareholders consent to Sub

chapter S treatment.

Furthermore, the AICPA recommends that ineli

gible shareholders be restricted only to foreign persons and public

corporations.

For example, eligible shareholders should, at least,

include Small Business Investment Companies
Ownership Plans

(SBICs), Employee Stock

(ESOPs), and Tax Reduction Act ESOPs

(TRASOPs) .

The AICPA believes that further liberalization of Subchapter S
ownership requirements will provide additional capital resources to
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small businesses and will reduce the incidence of double taxation.
Election and termination rules
The President’s proposal which will allow the Subchapter S

election to be made any time prior to the taxable year or within the

first 60 days of the taxable year is a desireable improvement over
present law.

The AICPA, however, believes the election privilege should be
further extended to allow the election and consents to be made with

the filing of the corporate tax return or anytime prior to the ex
tended filing date of the corporate tax return.

This procedure would

be consistent with other corporate elections, such as the election to

file consolidated returns and the adoption of the LIFO inventory

method.

This procedure would also be analogous to the provision

which permits amendment to a partnership agreement any time prior to

the unextended due date of the partnership return.
An extended election period will provide greater certainty
of a proper election, particularly with respect to the first year
of corporate existence where the exact date of the beginning of the
taxable year is questionable.

Manipulation can be restrained with

revocation restrictions.
The AICPA opposes the President’s proposal that the termination
of a Subchapter S election be effective on the date of the disquali
fying event.

This proposal would apparently require a corporation

to close its books and file a short period return for the Subchapter

S portion of its taxable year and then file another short period
return as a regular corporation for the remainder of the year (or
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perhaps a full year return with a new taxable year).

These apparent

requirements may be particularly troublesome when the corporation

is unaware of the disqualifying event until months or years sub
sequent to its occurrence.

Accordingly, the AICPA favors retention

of the present law which treats the termination as effective on

the first day of the taxable year in which the disqualifying event
occurs.

The AICPA supports the elimination of the five-year waiting
period for reelection of Subchapter S status in the case of an inad
vertant termination.

Net operating losses
The AICPA supports the President’s proposal which will allow

Subchapter S losses in excess of a shareholder’s basis to be
carried over to subsequent years.
present partnership law.

This proposal is consistent with

The February 1978 AICPA Proposal contains

detailed recommendations for the treatment of Subchapter S losses.

*****
As stated in the introduction to this section, the AICPA has
issued its comprehensive recommendations for revising the Subchapter

S provisions.

The AICPA asks Congress to give full consideration to

these recommendations

in

connection with the specific comments on

President Carter’s tax proposals.
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DEPRECIATION FOR SMALL BUSINESS

The AICPA supports the further simplification of the ADR system

for small business.

Accordingly, the AICPA recommends that assets

be classified by type, e.g., vehicles, office furniture and equip

ment, plant machinery and equipment, special tools and dies, etc.,

rather than by industry activity, as presently done under the CLADR
system.

An asset-type classification will greatly enhance the ease

with which small businesses can use the ADR system.

SMALL BUSINESS STOCK
The AICPA supports the President’s proposal liberalizing the
small business stock rules.
Doubling the ordinary deduction limits to $50,000

($100,000

on a joint return) and increasing the maximum stock limit to

$1,000,000 will compensate in part for the effects of inflation since
the enactment of Section 1244.

Eliminating the formal requirements

for qualification under Section 1244 will allow unnecessary controver
sies and inequitable interpretations to be avoided in the future.
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Corporate Preferences
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TERMINATING DEFERRAL
The AICPA opposes the President’s proposal to terminate the

deferral of taxation on the undistributed income of U.S. controlled
foreign corporations.

The economic interests of the U.S. and the world are best
served if the free flow of goods, services, ideas, and capital is

not obstructed by national boundaries.

Accordingly, U.S. policy

must be administered in a manner that will encourage, not hinder,
fair competition.

Termination of deferral will frustrate this

policy by putting U.S. multinational corporations at a competitive

disadvantage in relation to foreign multinational and local national
corporations.

The competitive position of U.S. business in foreign

markets will be eroded if U.S. multinationals are precluded from

the benefits of tax incentives available to foreign owned companies.
Without deferral, U.S. multinationals simply will not be able to
adequately compete with foreign companies based in low tax countries

or with foreign multinationals which are not required to pay tax on
unrepatriated earnings.

An impediment of this kind is not in the

best economic interests of the U.S., and Congress would be remiss in
imposing additional tax burdens on U.S. international business.
Although tax differences may shift competitive advantages,

any contention that U.S. companies invest in foreign countries
for tax reasons alone is invalid.

U.S. business, to the contrary,

would normally rather invest at home to avoid the difficulties en
countered with foreign labor rules, government regulations, foreign
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currencies, tax structures, and other economic and social problems.

It is far easier to invest in the United States.

The major reasons

for U.S. business to invest abroad include the inability to reach

markets from the U.S., the presence of foreign government pressure,

the desire to increase market shares, the need to meet local com
petition, and the desire to obtain local raw materials.

Taxes

are generally not a principal reason for foreign investment.
The Administration’s contention that the distinction between

a foreign subsidiary and a foreign branch is an "artificial factor”

to avoid taxes is also invalid.

As with domestic companies, the

decision to use a corporate subsidiary rather than a division or
branch is usually based on sound business and legal reasons.

For

example, in many instances the corporate form is legally required
to do business in certain foreign countries.

Also, the Internal

Revenue Code currently contains ample provisions to prevent abuses

that might arise as a result of retaining earnings in foreign sub
sidiaries.

Intercompany prices must be determined on an arm's length

basis, and Subpart F imposes current taxation on certain types of

income.

Furthermore, profits of foreign subsidiaries are either

reinvested in further business expansion or are repatriated to the
U.S. and taxed.

In fact, most U.S. multinationals are repatria

ting high percentages of foreign earnings which generally result in
a positive influence on the U.S. balance of payments.
Because of the severe restrictions that termination of deferral

would place on U.S. businesses in foreign markets, the AICPA strongly
urges Congress to reject the President’s proposal.
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* * * * *
The AICPA’s comments on this issue are deliberately brief and
represent a summary of factors that must be considered in this

type of proposal.

Detailed comments on this issue have been sub

mitted in connection with prior legislative proposals on deferral.

Copies of these previous comments can be provided upon request.

52

FINANCIAL INSTITUTIONS
The Institute favors the Administration ’s proposals

(l)to

subject credit unions to taxation in the same manner as other

similar thrift institutions,

(2)to increase the investment tax

credit available to mutual savings banks, savings and loan asso

ciations, and cooperative banks
thrift institutions)

(collectively referred to as

from 50 percent to 70 percent of the credit

available to other taxpayers, and (3)to repeal Internal Revenue
Code Section 596, thereby making thrift institutions eligible

for the full dividends received deduction (generally 85 percent).

The Institute opposes the Administration ’s proposal to

accelerate the required use of the six-year moving average expe
rience method for bad debt reserve additions for commercial
banks, and urges a study be made as to the appropriate criteria

to be used for determining an experience method addition.
Subject Credit Unions to Taxation

The proposal to subject credit unions to taxation in the
same manner as other similar thrift institutions is justified on

the basis of horizontal equity.

Since credit unions currently

operate in a manner similar to mutual savings banks, savings and
loan associations, and cooperative banks, we believe it appro
priate to eliminate the current exemption from tax for credit

unions.
If the proposal is enacted, a credit union would only be
subject to tax on a portion of its earnings which is not credited

to the accounts of depositing members.
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Increase in Investment Tax Credit

The proposal to increase the allowable investment credit
percentage for thrift institutions to 70 percent represents a

more equitable limitation in view of the reduced percentage of
taxable income bad debt deduction permitted thrift institutions.
The Tax Reform Act of 1969 contained provisions scaling

down the percentage of taxable income method for computing bad
debt deductions for thrift institutions from 60 percent to 40
percent over a 10-year period.

For taxable years beginning in

1978 and 1979 the applicable percentage under existing law is

41 percent and 40 percent, respectively.

The 1969 Tax Reform Act

also provided that all thrift institutions, whether they

availed themselves of the percentage of taxable income method
or alternative methods available to other financial institutions,
are entitled to only 50 percent of the investment tax credit

generally available to all other taxpayers.

The Carter Adminis

tration has proposed to further reduce the applicable bad debt

percentage to 30 percent; thus, an increase in the investment
tax credit limitation to 70 percent for thrift institutions

would provide greater equity in the tax system.
Increases in the Dividends Received Deduction

It is a fundamental principle of our Federal income tax
system that corporate income should not be taxed twice at the

corporate level.

Yet, one element of the 1969 Tax Reform Act

inadvertantly ignored this principle in the case of thrift

54

institutions.

Prior to the 1969 Tax Reform Act, thrift institutions

received the benefit of the 85 percent intercorporate dividends
received deduction and, according to Treasury income tax regulations,
could include only the remaining 15 percent taxable portion in the
base for computing the percentage of taxable income bad debt deduction.

As enacted, the 1969 Tax Reform Act reduced the 85 percent dividends

received deduction by the amount attributable to the percentage
of taxable income bad debt deduction and the Act further provided
that only the portion of the dividends received deduction disallowed

could be included in the base for computing the percentage of taxable
income bad debt deduction.

This reciprocal formula resulted in taxing

dividend income received by thrift institutions at an effective tax

rate of approximately 17.28 percent while non-thrift institutions are
subject to an effective tax rate of approximately 7.2 percent on the
same dividend income.

The following example illustrates this

disparity:
Thrift Institutions

Dividend Income

$100

Dividends received deduction

$85

Section 596 reduction
(at 41% for 19 78)

35

Less:

Bad debt deduction
(41% x $35)

Non-thrift
Institutions

$100
85

50
$ 50
14

Taxable income

$ 36

$ 15

Tax at 48%

$ 17.28

$

7.20
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It appears from a review of the legislative history that the inequity

illustrated above was unintended.

The Administration's proposal would

correct this inequity by repealing Internal Revenue Code Section 596.
The bad debt sections would also be amended to make it clear that no

portion of intercorporate dividends would be included in taxable
income for purposes of the percentage of taxable income bad debt

deduction.

The net result of this proposal would be to tax dividend

income received by thrift institutions at the same effective tax

rate as other corporate taxpayers.

Bad Debt Reserves of Commercial Banks
Under current law, commercial banks may accumulate bad debt

reserves equal to a specified portion of their outstanding eligible
loans (1.2 percent for tax years through 1981 and 0.6 percent for tax
years through 1987).

As an alternative, banks may use an experience

method for calculating permissible bad debt reserves which is generally

based upon a six-year moving average of loss experience on total

loans outstanding.

For periods after 1987, only the six-year ex

perience method may be used under present law.

The Administration ’s proposal would accelerate the required use
of only the six-year experience method for periods after 1973.
The actual loan loss experience as compared with tax deductible
additions to bad debt reserves of commercial banks has narrowed con

siderably since the last legislative change in this area in 1969.

For this reason, it may not be appropriate to make another change in
the tax treatment of bank bad debt reserves at this time.

However,
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if a change is to be considered now, it should be based on a more
appropriate standard than the six-year moving average experience

method under Section 585(b)(3) of the Code.
The present statutory method for determining an experience
method reserve for banks has several significant defects.

First, it

is calculated on the basis of aggregate loan loss experience for a

six-year period as a percentage of aggregate total loans outstanding
at the close of each of the years during that period.
not properly

Thus it does

reflect the fact that loss experience typically arises

after the year a loan is made, and may occur several years there
after.

In a period of expansion of the loan base, the resulting per

centage will tend to understate the actual experience in relation to

For example, the aggregate

total loans outstanding at any time.

losses of years 3 through 8 may more appropriately be measured as
a percent of years 1 through 6 total loans outstanding to determine

a percentage experience relationship.

Second, prior loss experience

may not adequately reflect current market conditions and other

evaluative factors relevant to determining the

for the current loans outstanding.

adequacy of reserves

These other factors are of

recognized significance in establishing loan loss reserves from the

standpoint of independent public accountants, bank supervisors and
regulators.

For these reasons, we oppose the Administration’s proposal
pending a study of a more appropriate method of determining experience

loan loss reserve additions.
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ACCRUAL ACCOUNTING FOR AGRICULTURAL CORPORATIONS
The AICPA supports the President’s proposal as an equity

measure.
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Simplification of ADR Depreciation
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SIMPLIFICATION OF ADR DEPRECIATION
The AICPA supports the portion of the President's proposal

which would disregard salvage value for purposes of computing de
preciation.

This will simplify the application of ADR and will enable

it to be used more widely.

The AICPA opposes the required use of the "half-year convention"
and the limitation of depreciation methods to straight-line and de
clining balance.

These limitations will certainly not encourage

either additional capital investment or increased use of ADR.

simplification benefits are, at best, marginal.

Their
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(I.R.C.) 27,301

AMENDING ACTS
The major and miscellaneous additions to and amendments of the In
ternal Revenue Code of 1954 enacted subsequent to its enactment on
August 16, 1954, are made by Public Laws. Some of these bear special
titles, such as “Revenue Act". “Reform Act", “Technical Changes Act", or
“Technical Amendments Act" of a stated year. Others bear no title. The
internal revenue code provisions and related acts provisions in all Public
Laws enacted as of 6-30-69 appear under this tab card. Public Laws
enacted before such date are in the Internal Revenue Cumulative Bulletins.
The sections of the Code appearing under the tab card “Internal Revenue
Code of 1954" are kept up to date at all rimes to redact the additions and
amendments made by such Acts.
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